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[ By DANIEL J. LARKINS

MDRTGAGE markets have changed
significantly in recemt years. For ex-
atnpls, since 1978: _

» Thyift institutionse—subject to the

rvagarias of deposit inflows—have ac-

counted for only 50 percent of mort-
gage originations, down noticeably
from their 57 percent share in 1976-
78. Mortgage companies, with their

¢ axeallent access to capital marvkets
' have increased their share of origina-
" tions from lé% percent in 1976-T8 to

23L% percent.
= Local governments have become

important suppliers of mortgage

¢ funds throvgh the igmme of tax-=xempt
: mortgage revenue bonds.

+ Secondary markets, bringing

: funds to morigage markets from non-

traditional imvestors, have becomne in-

. tressingly important. In 1979-8 1100,

" 46 percent of home morteages origi-

nated were sold in secondary markets,

: Tﬂg sharply from 36 percent in 1976

* The average matarity of savings
and loan associations’ liabilities has
shortengd, as depositors shifted funds

"ty Gmonth money market certificates

——— . —— -

. standard

from longer term certificates. This
shift exacerbated the wzseislinbility
maturity mismatch and has exposed
the associations to severe Fnancial
siraine.

* Major regulatory changes have
blurred the distinctions between
thrift institutions, which hold the
bulk of their assets as home mort-
gages, and commercial banks, whick
hold relatively few of their assets in
thiz farm.

= A& number of alternatives to the
long-term  fixed-payment
morigage have been developed and
their uese seerns likely to increase in
years to come.

This article will discuss these devel-
opments, inlerpreting many of them
es evoluiionary reaponses to changes
in the financial ¢limate. More specifi-
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cally, higher rates of inflation—and
the high and volatile interest rates as-
gociated with higher inflation rates—
will frequently be cited as factors
prompting these developments. The
first section focuses on the behavior of
mortgage lenders, both originatcrs
grnd ultimste holders of morigage
asaets. The following section turns to
the secondary market and mortgage-
backed securities—the principal vahi-
cle nontraditional investors have used
to enter the mortgage market. The
changing regulatory framework is dis-
cuesed in the third section, with em-
phasis on the introduction of ghort-
term variable ceiling certificates at
depogitory institutions and on the De-
pository Institntions Deregulation and
Monetary Control Act of 1980. Rele-
vant provizicns of the Economic He-

in Mortgage Markets

covery Tax Act of 1981—specifically
provisions relating to Individual Re.
tirenwent Acconnts and All Savers
Certificates—are also discussed in this
section. Alternative moripage instru-
ments sre discussed in the final sec-
fion.

Morigage enders

This section discuases the mortgage
activity of mortgage originatora and
ultimate holders of mortgape pusets.
the discussion calls attention ta both
cyclical and secular elements in
recent mortgage activity, providing
background for the remsinder of the
article.

Mortgoge originaiore.—Reduced in-
flows of funds—net new savings {ex-
clusive of interest credited) and net
movigage loan repayments-—at thrift

Table [.—Originvacons of Long-Term Morigege Loang, One- o Four-Family Nonfarm Houses,

1370-51
Thapesitony fnatiiutiony |

Fedar=

Thrilty Mo | S0
Year Coane ¥ Eape stred | Todlut 3

merginl | ane | Mubisd comer | eredit

barhe han 73 mﬂ-

anpdct- | banlor !
-1
Elilone of dallare
1% .49 14,8 a1 B4 r 14 pin:
b1 — s et ers et e 116 2E a5 125 1A A
1092 T b ik 51 131 24 Ta49
T e e 0 oo - 18,8 8R4 Ed 77 24 1oy
1674 18.3 13 F 1] fx1] 25 BLS
198 [LX] 1% 4.3 140 4 118
11174 25 BLg L] 164 ot 1128
1197 BT BE2 a1 =i &l 10
1478 439 Ha 34 =4 18 1860
T BT B2E LX) 45,3 ik 1586
15 Ha 1.1 B b=X | A4 184
.1 | R 18 4. A mor 4.8 e
Pwrcest of Latad

1078 25 416 598 250 30 100
L £ O 0y 160 L Y] 26 %1 160
T e ettt et ete et et il 164 a.r 17.% 28 10
1973 -1} 135 1.5 16.1 0 108
BT L tttm a1 0 B o B e e e H S SRR SR 00 233 458 5E 153 AT 1]
.. — 1E% L) &5 180 37 1k
158 %y Y 5T 4.9 24 Il
1T BT Lt F] X ] 155 IE] 10
1578 X 1.1} 5t 168 24 00
1873 ELR 144 LE piE 12| 100
[ 216 LX) 40 224 X 1]
1881 7 pai ] LL0] 43 2.5 448 w0

1. Imcluded Cirrirmmanl Nalicnal Mortgags Amoc|ation.
T Ineludes dpte negt shewm soparaiely,
1. Theee gearterd, nét of sannal s

Sqwrce: U5 Dapariment of Houslog and Urbpp Develbogrment.

1%



20

institutions (savings and loan associ-
ations and mutual savings banks) ac-
count for much of the decline in their
chare of mortgage oviginations since
1978, At insured savings and loan ae-
sociations (S&L's), the infiow of funds
fell $24.8 billion from 1978 to 1980
while mortgage criginations fell $28.9
billion; at mutual savings banks, the
inflow of funds fell §6.2 billion wh:}e
mortgage originetions drapped $4 bil-
lion (tables 1 and 2).1 The slowing of
the inflow of funds, in turn, is largely
atiributable to the high interest raies
gince 1973, When rates are high, eav-
ings inflows at thrifis tend to be low,
as individuyals shift their savings
toward instruments paying market-
determined yields from the below-
market regulated yiclds paid on sav-
inge accounts at thrifta, The protifers-
tion of money market mutual funds
in the late 1970's made it easier for
indfviduals to move their saving to
high-vield instruments. The savings
flow would undoubtedly have besn
even slower if depository institutions
had nof been permiftad in June 1978
to begin offering short-term certifi-
cates with yields linked to the rate on
t-month Treasury bills. Losn repay-
ments, the other important compo-
nent of funds inflow, fe!ll when inter-
est rates rise because many loan re-
payments occur on the occasion of a
house sale, and high interest rates
discourage house sales. Furthermors,
high rates on new mortgages induce
house buyvers ta assume ouistanding
low-rgte mortgages rather than take
out an eptirely new mortgage; repay-
ments by hovse sellere, therefore, fall.

Dther factors, two of which degerva
explicit mention, contribnted to the
decline in thrift institutions' share of
originations. First, secular decline in
savings banks’ originations—traceable
to wenk housing markets, declining
popuilation, and slow economic growth
in the Northeasi, where 94 percent of
savings banks are located—continued
in 1979-21. Second, interest rates on
conventional morteages, in  which
thrifte specializa, pressed against
uvsury ceilings in some States. {Gov-
ernment-underwritten mortgages, on
the other hand, were penerally
exempt from usury laws. This exemp-
tion was eXtended to conventional

1. Unlem otherwine noted, data ort moclgages ralate
to longterm loans on 1- to 4-family nenfarm boasts,

SURVEY OF CURRENT BUSINESE

mortgages by the Ilepnmtory Institn-
tions Deragulation Maonetary
Control Act of 1980.)

Morigege companies do not depend
on deposit flows or mortgage ropay-
ments for loanable funds and enjoy
excellent access to capital markets via
paesthrough certificates (discussed in
the next section). Morigage compa-
nies' gharve of originations, according-
ly, was 6 parcentage poinis higher in
the Birst three guarters of 1981 than
it had bean in 1978, Mortgage compa-
nies have long been the principal
originators of the morigages insured
hy the Federal Housing Administra-
tion {FHA) or guaranteed by the Vet~
erans Administration (VA), and the
demination of this federally under-
writteh sector of the market by maort.

gage companies has besn mcraasmg'
Smm 1578, morigage companies have
agecounted for 82 percent of all feder-
ally underwritien long-term mortgage
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loans on }- to 4-family nonfarm
homes, up almost 15 percentage
points from their 1970-72 share (iable
2. Moreover, duripg the 1970's mort-
gage companies became important
originators of conventional morigages,
largely as a result of a 1971 change in
the Federal National Morigage Asso-
ciation's (FNMA's} charter—a change
that authorized FNMA to begin pur- *
chasing conventional  mortgages.
(FNMA and three other howsing
credit agencies are described on page
2L) Since 1918, morigege companies
have originated 8.4 percemt of ali
long-term  conventional mortgage
loanE on 1- to 4fmmily homes, and
conventional originations have ac-
counted for 23.5 percent of total mort-
gage company oviginations; in 1970-
71, these sharesz had been 1.6 percent
and 4.7 percent, respectivaly.
Morigoge holders.—Mortgage origi-
nators need not, of course, hold mort-
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Selected Housing Credit Agencies

The Federal Natiornal Mortyuge Association (FNMA
or Fannie Mee) provides funds to morigage origina-
tors through it purchases of mortgages on the gec-
ondary market. It became a privately owned corpora-
tion in 1968. Previously, it was whoelly owned by the
Federal Government (1938-54) and under mixed own-
ership (1954-68). FNMA iz subject to supervision by
the Secretary of Housing and Urban Development
end, regarding its issues of securities, by the Secre-
tary of the Treasury.

FNMA acguires home mortgages through three
types of programs. First, biweekly auctions are held
ai which FNMA offers commitments to purchase
home mortgages. Mortgage originators who want to
ohigin a commitment from FNMA submit bids that
specify the volume of mortgages for which eommit-
ments are sought, and the yield to FNMA. Delivery of
the mortgages during the 4-ppopth commitment
period iz at the option of the mortgage originator.

Second, FNMA selle & and 12-month convertible,
standby commitments at posted prices, ie., outside
the auction system. After holding s standby commit-
ment for 4 months, the holder may convert it to a 4-
month commitment, with the wield to FiIMA being
the weighted average yield at the most recent auc-
tion. Under a standby commitment, delivery of the
mortgages is at the option of the mortgage origina-
tor.

Third, FNMA imitiated & mumber of new manda-
tory delivery programs in 1981. For each of these,
FNMA specifies a yield at which it will purchase
martgages, generally, delivery must be made within
1 &; 4 months.

FNMA finances its operations by the sale of deben-
tfures and notes in capital markets and by charging
comimitpent fees, Although its notes and debentures
are classified as 'Federal Agency Securities,” they
are not obligations of the Federal Government and
are not federally guaranteed.

The Garernment Nobiong! Merfgage Associafion
(GINMA or Ginnig Mae) assists in providing morigage
eredit and in stabilizing the financisg of selected
types of mortgeges. It was established within the De-
partment of Housing and Urban Development in
1968 to take over some of the activities that previous-
ly had been performed by FNMA. Many of those ac-
tivities—notably the servicing and disposal of mort-
gages it purchased or that were transferred io it, and
the purchase and resale of mortgeges at yields that
;mhstidiz?d housing—have since been reduced to very
oW lavals,

Currently, GNMA's primary involvement in the
mortgage market is through its mortgage-backed se-
gurities program. Since 1970, GNMA has suarantead
the timely payment of principal and inieresi on pass-
through certificates backed by pools of federally un-
derwritten mortgages. (In a pool backing GNMA
passthroughs, the individual mortgages are insured
by the Federal Housing Administration or guaran-
teed by the Veterans Administration. Thus, GNMA's
guarantess of the passthrough certificates mainly
eover the timing of the cash flow.}

The Federaf Home Loan Morigege Corporation
(FHLMC, The Movtgage Corporation, or Freddie Mac}
provides assistance to the secondary mariet for home
mortgages by supplying liquidity throngh its pur-
chases of mortgages. Its primary concetn is the sec-
ondary market for conventional home mortgages, ie.,
those not fnsured by the Federal Housing Adminstra-
tion or guaranteed by the Veterans Adminstration.
The FHLMC was chartered by Congress in 1970 as a
private corporation. It is owned by the 12 Federal
home loan banks (which, in turn, are owned by their
metnber institutional,

FHLMC periodically auctions commitments to pur-
chase mortgages. Auctions for B-month commitments,
with delivery at the opiion of the mortgage origina-
tor, are held monthly. Auctions for the “immediate
purchase” of mo under which morigages
must be deliverad to FHLMC within 60 days—are
held waakly. Like FNMA, FHLMC decides after eath
auction which bids to accept,

Mortgages acquired by the FHLMC are placed in
pools and nsed to back the issuance of two kinda of
certificates: participation certificates and guaranteed
mortgage certificates. FHLMC guarantses the timaly
peyment of interest and principal to owners of par-
ticipation certificates, and the semi-annuel payment
of intevest and annual repayment of principal to
owners of gueranteed mortgage certificates. Sales of
the two kinds of certificates provide FHLMC with
mazt of tha funds it needs to operate its mortgage
purchase programs.

The Federa! Home Loan Bank Sysfem has supervi-
sory and regulatory autherity for systerm members
and provides credit to members to stabilize their
mortgage lending. The System was cstablished by an
aot of Congress in 1932, It is supervised by the Feder-
gl Home Loan Bank Board, an agency in the execu-
tive branch of the Federul Government. The System
consists, in addition to the Board, of 12 Federal home
loan banks, which are owned by their member insti-
tutions.

The Board has supervisory and regulatory autheri-
ty for all federally chartered savings and loan associ-
aticns, These associations are reguired by law to be
members of the System. In addition, about 2,00
State-chartered savings nd loan asscciations have
joined voluntarily in order to qualify for insurance
by the Federal Savings and Loan Insurance Corpora-
tion, 85 have over 80 mutual savings banks and few
life insurance companies.

The 12 hanks make leans (“advances’) to their
member institutions, serving as a central source of
credit. These advances meet heavy withdrawals of de-
posits, smooth seasonal imbalance between deposits
and loan dishursements, znd allow expansion of
rorigage lending, The primery scurce of financing
for the banks' advances ig the sale of consolidated ob-
ligations in the money and ¢epitsl markets. {Like
FHNMA's debt, these obligations are classfied as “Fad-
eral Agency Securities,” but they are not obligations
of the Federal Government and are not federaily
guarantesd.) Deposits received from member banks
also help finance advances.
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page ageets .in  portfelio; morigage
companies, for example, sell all of the
mortgages they originate. Neverthe-
Iees, there is comsiderable overlap be-
tween mortgage originators and mort-
gage holders, as is ¢lear from a com-
parison of tables 1 and 4. Puring
1970-78, for axample, depository inghi-
tutions—rommercial banks and thrift
insfitutions—accounted for about 75
percent of originations and 72 percent
of the increase in holdings of mort
geges. This overlap has bean smaller,
but =till significant, since 1978; de-
pesitory institutions beve accounted
for about 71 perceni of originatioma
and 50 percent of the increase in
holdings.®

Commercial banks, life instrence
companies, and, to¢ a lesser extent,
mutual savings banks are diversiiied
investors that select assets for their
portfolios on the besis of relative
vialde. (Risk, cash flow, and maturity
are algn important considerations, of
course.] S&L's, on the other hand,
have tended year after year to devote

£ The steap dacline in depmitory insttutions' share
af the pet inereast in helings since 19768 reflects tha
alaw infliow of funde—which has lmited the ampunt
that thess Institubens have available to inweat in g1l
typea of assets, mortgages nclgded—and the locreased
mportance of mortZage pools and State and local gov-
ernmants in movipage markaks
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T0-B0 percent of the increase in their
asgets to horne morigages. The year
1080 was an exception to thia rule;
mortgages accounted for oniy 53 per-
cent of totz] financial assets acquired
by 3&L's, by far the lowest percent-
age since World War H.

Federally sponsorad credit agencies
{FSCA) tend to increase their holdings
of home mortgages more rapidly
when interest rates rise and less rap-
idly when interest rates decline.
FNMA and FHLMC (the Federal
Home Loan Mortgage Corporation) ac-
count for the bulk of FECA activity in
mortgage markets. An important part
of FNMA and FHLMC operztions
consists of sslling commitments to
purchasee mortgages from morigage
originators. Delivery of the morigages
fo these agencies during the commit-
ment period is at the option of the
loan originators. If mortgage rates
fall during the committment period,
originators find that they can obtain
better privea for their loans by selling
their mortgages to other buyers than
they can by “taking down” their
FNMA/FHLMC commitments. Thus,
falling mortgage rates——or, more gen-
erally, mortgage rates that rise by
less than had been expected—are as-
sociated with decressed acquisitions
of morigages by the FSCA. Converse-

Tae &.—Increase in Home Mortgoge Loans Held, by Type of Institutbon, 1970-81
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CHART 1

Ret Acouisition of Home Ihrll_?llls
by FSCA's and Change in Mortoage
Hate, 1964-81
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ly. morigage rates that rise hy more
than had been expected are associated
with increased acquisitions by the
FSCA (chart 1).3 .

Since 1978, mortgage pools have
boeen zecond only to S&L's ag n souree
of mortgage funds, and Staie and
local povernments—previously a neg-
ligible source—have supplied almost
as much as the FSCA's. The remark-
able rise of these two types of lenders
iz discussed in the following seetion.

Secondery markels

Secondary markets allow mortgage
originators to sell mortgages that
they de not wish to held in porifolio
and allow ulthmate investors to hold
mortgage assets without becoming in-
volved in the mortgage origination
and servicing processes. Secondary
market sales rose $50 billion (360 per-
cent) from 1¥70 to 1950; proceeds of
these sales financed a good part of the
jncrease in originations in the pri-
mary market dering the period.

3. Faderel homa loaty bank (FHLE! leane to S&1's
follow the =axve general paitecy aa FSCA haldings of
morigsges When moripage retée rlse. FHLE loana in-
creasa [aster Uan when movlgege rapes decline,
Rising wextgage rates are usoally ssscctaed with de-
clining net deposit fows at SEL—~—declining in abso-
lule tarms, in percentage rabés of change, or ralaglve
to mortgags demend—and 51, supplement (hee de-
clining flzws with FHLE loane.



SURVEY OF CURRENT BUSINESS o9
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Four factors explain the increase in
secondary market activity (able 5).
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roca more quickly than deposit in-
flows and mortgage repayments. This
disparity was the third factor in in-
creased secondary market activity.
The top panel in table ¢ shows ihese
two sources of funds at all federaily
insured S&L's, home mortgages made
by these S&L’s, end their net secend-
ary market purchases of mortgages.?
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From 1970-7T2 to 1978-80, the amount
of morigages rose twice as fast as de-
posits and repayments,

Repional developmeniz are an im-
portant aspect of increased S&L por-
chases and sales in the sesondery
markeis.® In the early 19708, inflows
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FHLMC did not exist. Conventionals i iz o 2 82| 158 32 413
accounted for TO percent of total origi- Fuurchases 3= percant of batal
nations in 1971; authorizing ‘ thesa e Y Y Ry B T
agenicies to purchase conventionals, :m ﬂ ﬁi ﬁ}u fpm | =18 Y 100
mﬂrﬂfﬂm; P‘EI‘I.FEd th.ﬂ way ﬁ:ﬂ' muﬁh B~ 'ﬁ.- 1_: ﬁ’: &E 31%-? %&é gg {ﬁ
larged eecondary market zales. . i 11 s S 4 B

The wew rmarket for conventionals 16 18|z as| Ema|  gEs 1 T
enabiad Eﬁ%&ﬂtﬂ increase their mort- trg 1 E: E‘E %E %E ;;.,é EE
gage sales, S&L originations are |
conventionals) S&EL's were induced to 1o81 - L I S 8| B3 ty ™
avail themeelves of this new market oetgage Amecl
because the demand for morigages ¥ i et Jﬁ:“:“ﬂ.-,. Tutal ..1.:".:“1; Efir Vo botal purchasen b of the plete nstare of Hhe

of funds were substantialiy larger
than morigages made in viréually all
FHLB districts. In the “Eastern” and
“Central” districts, morigage loans
amounted to only 41 percent of net
deposits and repayments in 1970-72
(hottorn panel of table 6k in the
“Southern” and “Western" districts,
they amounted to only 46 percent
{moiddle panz]), S&L’s in all districts
used their “surplus” funds to pur-
chase morigages on the secondary
market. By 1978-80, the picture had
changed substantially. 3&L's in the
Esglern and Central districts had re-
duced their net purchases, as mort-
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gages had risen to 66 percent of net
depasits and repayments. In the
Southern and Western districts,
S&L'z had beeome net sellers, as
rapid economic growth had increesed
the demand for mortgages to almost
75 percent of net deposits and repay-
ments.

The fourth factor in the increased
activity in the secondary market was
the introduction of new forms of secu-
rities backed by morigege poole. A
mortgage pool is a collection of mort-
gagez thaf{ constitutes the asset
against which securities are issued.®
Table 7 lists the distingnishing char-
acteristics of the most imporiant
types of securities hacked by mort-
gage pools, By far the most common
type of these securitiss is the Govern-
ment National Morigage ﬁsmg:iation
(GNMA) passthrough certificate;
these certificates are discussed imme-
diately below. Three of the othere—
two types issued by the FHLMC and
privately insured passthroughs—are
similar in many to GRNMA
peasthroughs. Much of the discussion
of GNMA passthronghs applies to
these three securities as well. Tax-
exenpi mortgage revenue bonds, how-
ever, are quite unlike the other mort-
guge-hacked securities listed in table 7
and do veceive explicit discussion.

Possthrough eertificates.—More
than 800 private mortgage originators
are active isswers of GNMA pess-
thronghs, and since 1978 about 70
percent of the FHA/VA mortgeges
that have bean originatad have been
put in GNMA pools. When mortgages
are placed in a GNMA pool, the mort-
gage originator earns a fee for servie-
ing the mortgapges and for "passing

6. For more demiled dwcussion of mortgape podd
ard baciced mcurilles, ces: Charles M. Sive-
glod, “Morigage-Backed Securitieq: The Reveluthu in
Eaal Estate Finanse," Foderal Recarye Besk of Npw
¥ork Quorterly Reviets 4 (Autun 1979 1-16; David
F. Seiders, *Tha GINMa-Guaraptesd Fassthrough Se-
curity: Mackel Developrosnt end Impiscations for the
Growth and Eiability of Home Morigage Lending,'”
Salf Feomomic Studies No. 108, (Washingtom, .G
Board of Governpra of the Federal Beserne Syitem,
Dacurshor 1970k Mury A Frussslls, “The Movigape
Corporatry apd the Secondacy Mortgage Market”
Moncgraph Series No, 5, (Washington, ILG.: Federal
Hame Loay Mortzage Corporatian, Juns 1977k Daig-
lan E. Johnmen, “The Tmplications of a GNRA Digpost-
tory,” Murigoge Banker 40 (Seplember 1980k 48-51:
Jammes J. Connolly, “The GNIMA Markat: A Ratrespar.
b Morigege Benker dD (Saptember 1080% 16-1%
Richard G, Marcis, “Morigage-Hecked Securities: Fi-
ttancial Alzroatives for Ssvingy erdd Loon Astoch
atbonn," Federa! Home Loon Heme Bork Board dour
nad 11 (Neramber 1078 5-11,
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through™ principal and interest pay-
ments to owners of the passthrough
certificates. GNMA  passthroughs
cart¥ a coupen rate 50 basis points
below the rate on the mortgages in
the pool; 44 basis points go to the
originator as a servicing fee and 6
hasziz points go to GNMA as an ingur-
ance fee. In reiurn for ifs six basis
points, GNMA guarantees the timely
payment of principal and ipderest to
the owners of the passthroughs.
Pasathroughs are designed to
appeal to institutional invesiors, such
as pension funds and life insurance
companjen, who do not want to
hecome involved in the origination
and servicing of mortgages hut wha
vajue the atiractive long-term yield
and the high cash flow each month
that characterize mortgages. Pass-
throughs alsc appeal to commercial
banks apd thrift institutions beceuce
the cartificeteas are considered eligible
mortgage investments by most regulas

tory bodies and qualify as mortgage
investments in determining the tax
treatment of thrifts.

Attraciting nontraditional inves-
tors—e.g,, pension funds and State
and lecal governments—to the second-
ary mortgage market has increased
commmunication betwesn mortgage
and bond markets. In this way,
passthroughs mey have contributed to
increased volatility of mortgage rates,
although other factors may also have
been at work.? Whatever the entire
explanation, the increased volatility

T. One reazon far dewlting that intowsed communi-
cation & the aole explanstion is that diversified inves-
tof3—cimiMercial banks, mutual ssvings banks, and
life insurancs companisa—have been tmpoctant pap-
thelpaits |1y bath rmarkets ke years. Qthmr faclars that
me¥ have contribuled to the Inctessed volatility in.
cludg: an thereased sensitivity to inflotionary fraqds
on the part of mextymage lenders, the rising importance
of mergage companke and their depasdancs on
mnﬁ:.r ;:l_:! ﬂmlrn?rlmta for loanable funds, snd

ErEn eposit inorease i
" bmnies mnd thebfy nstitictiong =t commercial
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itself is apparent {table 8). Diring the
mortgage rates  typically
d and troughed from 4 to 7
months after the peak or trough in

: Treasury bond vields (column 7) snd

! the cyclical amplitudes of mortgage
: pates were much smaller than those
: of TI‘BHSI.II] kond :,rlalds whether
" measured in basis points {columns 4

. 9, and 11} or in percent (¢olumns 5
3 lﬂ end 120 During the 1970's and

inte the 1980°'s, howewver, the lage
were noticesbly shorter amd. meas-

- ured in basis points, the cyclical am-

plitndes of mortgage rates were larger

. than those of Treasury bond yields.

Volatility aside, mortgage-backed

. securities gre imnpartant primaxily to

the extent that they result in in-
creased and more stable fows of

SURVEY OF CURRENT BUSINEGS

funds to mortgage originators and,
thence, to mortrage borrowers. Not
all of the proceeds from the sale of
mortgage-backed securities constituls,
however, a net addition to the supply
of lpanable fupds in morigage mar-
kets. Some of the funds presumably
would have found a different channel
tc the mortgage markei—perhaps
through the direct purchase of mort-
gages, the porchase of debt of FSCA's
or the originatlon of new marigage
loans. Nevertheless, it is generally
sgreed that passthroughs and like in-
stiumenis have increased the supply
of mortgage funds by offering an at-
tractive wield along with wvarious
other chavacteristics {asset size, qual-
ity, marketability, end administrative
gimplicity) that have elicitad at least

Table 7.aaSecurltiea Encked by Monigage Pools
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gome funds from investors who have
traditionally shied away from mort-
Zage invesiments,

The available data on the owner
ship of GNMA passthroughs are sum-
marized in table 3. Unfortunately,
almost one-half of the owrership is in
the “nomirecs and others” category,
which does net help much in identify-
ing owmers. GNMA, however, esti-
mates that about one-third of this cat-
egory represents holdings by pension
and retirement funds. If this is cor-
rect, then holdings by these two types
of institutions alone vose from 7.7 per-
cont of total holdings in 1971 to about
25.2 percent, or $30% billion, by mid-
1981,

I addition to increasing the flow of
funds to mortgage originators, there
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is anether way in which passthroughs
may have aided morigage markets.
Recall that most passthroughs zre
backed by FHA and VA morigages.
The FHA/VA sector of the morigage
markst has generally beem more
stable than the conventional sactor
because the FHA/VA sector was not
subject to State-imposed usury ceil-
ings. By strengthening the relatively
more stable sector, ha may
have increazed the stahility of the
cverall morigage market.

Another way im which passthroughs
may have contributed to more stable
mortgage markels atems from the ¢x-
istence of an sfficient secondary
market for GNMA passthroughe. Thiz
secondary market permits originators
to sell passthroughs out of portfalia
during periods of glow deposit inflow.
Several factors, however, suggest that
this process may have been relatively
unimpertant. First, seme funds used
to parchase passthroughs would have
found their way to mortgage markets
anyway. Second, because periods of
glow depogit inflow tend to be periods
of high market interest rates, mort-
gage griginators would have to record
a capital loss if the passthroughs were
gold from portfolio 2t those times; this
they have been loath to do.2 Third, to

& Edward J. Kane, Reregofafion, Sawdnga and Locn
Diversificotion and ihe Flow of Housing Fimance,
Warking Paper Ne 540, (Cambridge. Mass: Matinngl
Burcuu o nomic Kesearch, March 1281} pld,
poiot oot that “[in] every year since 1966 S&L' un-
real mortgage losaes ware mudfitieot in the aggre-
gate ko wips out their federal Incometax Hakillier.”

Skl did pot "bopk” the Lossex, howwver, aod did -

maks Dotive tuk payrieiE: dich year. Hane aypass
that 5&L's di¢ nat “bosk™ the loses becauss, it they
had, thw amsociations would haeve fallen short of the
capilabadequasy requivements sat by the Fedemn!
Having and Loarn Insuranee Corporation (FALITY ta de-
tarning eligibility for FSLIC inguranca,

the extent that sales of passthroughs
out of pertfolic resulted in a nat in-
cregse in loanable mortgsge funds,
mortgage interest rates would have
tended to fall, inducing diversified in-
vestors to switech out of wmorigages
and into other assats. ¥

Mortgage revenue  bonds —Tax-
exempt mortgage revemme honds
{MRE's) are debt instruments issued
by State housing finance agencies and
by local governments to finance the
origination of mortgages. A common
approach is for a State or local gov-
ernment ggency to lend the proceeds
of the bond sale to financial inatitn-
tions, who then reland them: to home-
bayers. ' Because the procesds wers
originally Taised in the tax-exempt
market, the mortgages can be writéen
at a lower rate than otherwize—per-
haps 1 ko { percentage points below
the unsubsidized mortgaye rate.

MREB's became an importent source
of housing finance in the late 1570"s.
Balez of these honds amounted to
$14.2 billion in 1980, compared with
only $0.6 billion 5 years eavliar. The
Congressional Budget Office estimat-
ed that, in the absence of legislative
restraints; MRB sales could have
reached $20-¥35 billien by 1984;
Patric Hendergshott estimeted an
eventual upper bound of F40 hillion,

O See Bebdere, “GNMA-Guerantead Pesslhrough Se-
aurty,” on which this and the preceding parsgrs
have Bakr: b, ~ B

1 MRBs are described and snalyred by John A
Tuecilla and John C Waicher, Looa! Morigage Rrot
nu¢ Bords (Weshington, D.C: The Urban lnstitute,
Moy 1970), and Paggy Brockechmidh ‘“Taz-Fwempt
BingleFamfly Bopdy,'” Fdera! Reseroe Bank of
Kunsax City BEconomic Repiew 65 (Mmy 19800 3-12,

replacing one-half of regular home fi-
nancing. 1

Concern gbout the Faederal ravenue
loss ceused by MRE's led to the enact-
ment, late in 1980, of the Morigage
Bond Subsidy Act. The act limits the
amount of singls-family MRB's that
may be issued in each State during
1951-83, and removes the tax exemp-
tion in later years. For each State,
the Lmit is the larger of $200 million
or 9 percent of the average level of
mortgage origingtions in the Stafs
during the preceding 2 vears. In gen-
eral, each State’s limit is allocated
oequally to State and to lecal housing
sagencies.

Bales of MREB's virtually ceased
with the enactment of thizs legisiation
because ambiguities in the act dis
suaded potential issuers from going to
mazket. MEE sales surged late in
1921, however, after Treasury Depart-
ment regulations—issued in July and
November to implement the new
law—resolved many of the ambigu-
itias,

In addition to limiting the volume
of MEB salez, the act places restrie.
tions on the price that may be paid
for houses financed by MREB proceeds;
i general, the price cannot exceed 90
percant of the average price of single-
family houses in the city or county.
Befora this legislation was enacted,
meny MRB's specified income-eligibil-
ity limita for borrowers, but these had

1i. U.E, Congress, Congretsitmal Budget Oflce, Tar-
Faempt Bonds for Single Family Hous (Washing.
tan, DL UB Governmant Printing . Apil
9700 p. 40, and Fatric L Hemdersholt, Mortpage fesus.
fuf Paper No. 417 Combrntye b, Hovans! rvoele
g Faper MNo. nbridge, Mas: Natiooal Bu
of Econcroie Research, February 19803 p, 84 e
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generally been quite high, Of the 50
[ogal jorisdietions that had sold
MREB's by early 1979, 9 specifled no
income limits at all on the income of
the horrowers. Of the remaining 41
jurisdictions, one-half  specified
income limitz that were more than
double the median income of the lo-
cality. In only seven jurisdictions
were the income limity set so that
families with morea than 150 nt
of median income would be ineligible,

Deregulation

In June 1378, the Federal regula-
tory agencies authorized depository
imstitutions to issue small-denomina-
tion certificates of deposit carrving
market-letermined interest rates, and
on March 31, 1980, the Depository In-
stitutions Deregulation; and Monstary
Contrel Act of 1980 was signed intn
law. These actions were two of the
most important steps in years toward
freeing up the thousing finance
S'}'Et&m.j'z

Variable-cgiling  certificates.—The
formulas used to determine the ceil-
ing interest rate that can be paid on
the thres kinds of small-denomination
cartificates of deposit, as well as some
of their other charsrcteristics, are
shown in table 10, The smount of
these variable-ceiling certificates out-
standing has risen rapidly. In Janu-
ary 1979, they accounted for 11 per-
cent of 21l savings and small time de-
posits at depoeitory institutions; by
Janyary 1982, they accounted for over

12. Reguistsey wharges that permit thrifts to oifer
AW Eypis of mortgsge instouments nre corered iy the
Folkowing sactlon.

50 pereent. Varigblecesiling certifi-
cates have enabled depesitory instibu-
tions to compete for funds despite
high market interest rates that have
characterized recent years. Previous-
ly. all savings and smail time deposits
hed been snbject to the fixed (usually
low) rate ceilings of regulation Q.
{Technically, regulation @ applies
oly b commercial bankz, As in
common practice, the term will be
used to encompass the deposit rate
ceilings to which thrifis have besen
subject since 1966.) When market
rates rose above regulation @ ceilings,
depositors tended to shift funds ocut of
thrift institutions and into higher
vielding market instruments. Slow or
negative inflows of funds, in turn, lad
to reduced mortgage lending ackivity
by thrifts.

Econometric models have been used
to egtimate the amount that deposits
al thrift imetitutions would have
fallen as a result of rising market
rates i thrifts had not been author-
ized to offer variable-ceiling certifi-
vates. One such estimate concluded
that about two-thirds of the $110 bil-
lion ipvested in Gmonth money
raarket certificates (MMC's) at thrift
ingtitutions during 1978:011-197%:11
were transferred ont of other thrift
accounts; and the remaining cne-third
($35 billion) represented new money-—
money that would not have been de-
posited at thrifte if MMC's had not
existed. Looked at from another
angle, this finding implies that if
MMC's had not existed, deposit flows
te thrift institutions would have dried
up in 19T8:IM-197%I1, averaging only
$3.9 billion per quarter {sompared

with $13.2 billion per quarter in
19T IH-1978:]0). By preventing this
decline, and thereby sugmenting the
supply of wmortgage funds, MMC's
may have induced abont 500,000 hous-
ing starts during these four guar-
ters. 19

As just noted, & large fraction of
the funds deposited in MMC's were
transferred out of other accounts at
thrifis. For at least three ressons,
thrifta were not indifferent to this
shift in the composition of their liabil-
itles. First, and most obviously,
MMC's are more costly than other
small accounts. Thrifts’ earnings,
therafore, suffered Saecond, because
rates on MMC’s are tied to a market
rate, thrifts became more vulnersble
to interest rate increases. In Decem-
ber 1877, 6 months befors MMC's
were authorized, only 7% percent of
thrifts’ liabilities were aither tied to
market rates or unreguiated. By late
1981, 65 percent of thrifts’ liahilities
were in thiz category,

Third, the switch to MMC's caused
a reduction in the average maturity
of thpifts’ liabilities. During most of
the 1970's, the trend at S5&L’'s had
been foward lengthening the maturity
af liabilities, thus bringing asset and

13, Dwight M. Juffee and Kennath T. Rosan, “Mart-
goge Credit Avallakbility and Resideptial Comstruc
tion,” g Papers on Eeenomie detivity, Mo, 2
(1678300 For alternadve eabmabed, comparshbe in
megniiode, s Allan Sinei, et sl “Mortgege Finance
and the Eeowing Outlosk,” The fela Regproed
Rewiewy of tha LS, Boonomy 5 (February 1376811.09-1.22,
Fatric H. Handerstwt?, howewer, argues thot MM
provided minch loas aupport ke housing. See iy “Roal
Usr Cocta and the Demand for SingleFamily Hous-
ing” Hruokings Fapers on Ecomomir Activily, Mo 2
(1980, aspecially pages 411 and 42% ard JaiTee's reply
Lpagy 40,
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liability maiurities into better bal.
ance amd reducing the exposure of
B&L’s to interest rate risk.}* Certifi-
cate accounts with maturities of 2 and
4 verrs were introduced in the early
1970's and an initial surge in these
accountz took ceriificate accounts to
about one-half of S&L deposits by late
1978 (tabla 11). The shift toward cer-
tifjcate accounts continued, albeit at a
slower pace, during the middle of the
decade; by late 1977, 57 percent of
S&L deposite were in certificate ac-
counta with relatively long matwrities
(“other certificates” in table 11) The
introduction of the G-month MMC in
1#78 caused an immediate reversal of
this trend; by September 1981, long
certificates wers down to 16 percent
of total! deposits.

At about the zame time that the
average maturity of liabilities at
S5&L's started to fall, the average
“maturity’’ of their mortgage asset
portfolios started to rise, worsening
the maturity imbalance!® By mid-
1981—when the percentage of liabil-
ities accounted for by long-term certi-
ficates waz ahout one-half of itz 1978
level—the maturity of mortgage
assets was more than donble its 1978
level.

13 Fee Davight M. Jolfer and Kenneth T, Bowen,
“The Chanwing Liability Structure of Savings and
Loan Aspoeiations,” Jotrdal of Avgrigen Regf Bilcle
and Lirbon Econormics Associction 8 (Speing 1980k —
4% and Walt Weerhaide, “The Raducilon of Jnterest
PRate Risk Susceptibility mt S&L%s: How It Cay Be and
Hes Beon Dowe" Federal Fome Loor Bank Board
dournal 13 (Saptember 1980k16-12.

16. The “meturity™ of morigage ereats held by
S&L's wad calevlated by dividing the amount of moct-
page asorts hakd at the beginning ol a year by the
amount of morigage repayments durkag the year.

The Depository Institutionz Aet—
The changes mandatead by the Deposi-
tory Ingtituticns Deregulation and

Control Act of 1930 were
designed to shape the devalopment of
thrifts (and commercial banks} for
years to come. Five provisions of the
act could have important conse
quences for mortgege lenders:

—all depository institutions are au-
thorized to offer interestecarning
chacking accountz (MNOW ac-
counis);

—interest rate ceilings on deposits
are to be gradually eliminated;

—-the investment powers of thrift
institutions are to be expanded
Bignificantly; :

—3State usury ceilings on residen
tial _ﬁmt mortgare loans are

eliminated;

~-all depogitory institutions that
are subject to reserve roguire-
ments will have access to the

Federal Reserve’s discount.
winhdow,
Other parts of the act increase the

level of federally insured deposits
from $40,000 to $100,000; require re-
sarves {o be held by all depository in-
stitutions offering  transaction ac-
counis or nonpersongl time deposits;
permit the Federal Reserve Board to
impose supplemental veserve require-
ments in  “extraordinary circum-
stances”; require the Federal Raserve
to establish a schedule of fees for its
services; and simplify “Trutch in FLend.
ing" disclosures.

The last two of the major provisions
can be deslt with briefly. S&L's and
mutual savings banks that exparience
exceptional difficulties may benefit
from aceess fo the dizsount window,
althongh these institutions are re-
quired to avail themselves of normal
borrowing channels before torming to
the Federal Beserve for credit: For

thrifts, this means that the Federal
home loan hbanks will continue to
supply the overwhelming portion of
their emergency credit needs. The
elimination of usury ceilinge—which
becomey permanent if States do not
reimpose  cellings before April 1,
1822—should enable horrowers o
obtain mortgage loans during pericds
of very high interest rates and
result in a more eveniy distributed re.
gional impact of high interest rates.1%
{Although State ceilings were elimi-
nated, Faderal ceilings on FHA and
VA mortgages permiet; Congress has
avthorized a demonstration program,
however, under which FHA mort-
gages may be written alf market
rates.)

The NOW accounis provisions of
the act became effeciive January 1,
1981, If NOW accounts enable thrifts
to atiract funds away from comsnep-
cial banks, mortgage markets could
benefit in two ways. First, because
thrifts devote a larger portion of their
funds to mortgage lending than com-
mercial banks do, the volume of mort-
gage landing would be expected to

1§, To kevp open the aption of impasing Iowsr call-
ng= in the futhzy, some States have ptmdnf new :ﬂury
tawa with varr high ceifings,
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rise. Second, because fupds in NOW
aceounts will probably be less inmter-
egt-zensitive than savings and time
deposits, morigage lending may
¢ becorse mora stable cpclically.

The gradusl elimingtion of deposit
rate ceilings, over a Gyear period,
should smooth the inflow of deposits
during periods of high market inter-
est rates by eliminating the competi-
tive disadvantage that depository in-
ptitutions heve faced visavis direst
investments. {It will alzo, of conrse, do
away with the competitive advantage
that thrifts have had vis-a-vis com-
mercial banks by virtue of the one-
quarter point thrift differentinl in
Eregulatiun Q cailings) The cost of
'l' funds to thrifis is likely to rize sub-
| stantially, although perhaps not as
t much as might at first be thought.
| When intérest rates are high, thrifts

supplement siow deposit flows (and
slow mortgage repayments) with ad-
vances—although they ars expen-
_sive—from the Federal home loan
~banks, Elimination of regulation Q
should reduce the need for thrifts to
résort to advances in these periods.
. Moreover, regulation @ has limited
: enly explicit interest payiments. Con-
" siderable evidence suggesis that de-
" pository institutions have circumvent-
ed these limits (imperfecily, to be
sure} by providing a variety of nonpe-
cuniary refurns to depcsitors. As just
one example, the number of branch
offices per insured S&L has risen
from legs than 1 in 1966, when thrifts
" were first subjected to regulation 9,
to 4 in 1579, and increase of 14 per-
cent per year.'? With the slimination
y of regulation @ depository inatitu-
: tione will be able ta avoid muach of the
expense of implicit interest payments
“mch as these,

Expanded investnent powers will
 permit thrifta to make more nonmort-
- gage loans than they now do, and will

permit a reduction in the meturity of
thrifts’ assets, bringing the maturity
of the left side of the balance sheet
closer to that of the right. The new

A, 1wt e o]

17. Thk numbet of branch offlces would have in.
crensud (rany 1086 bo 1930 even i Khrifs had not been
wubject Lo regulation ), A number of studias, however
have identified regulation £ ae the majer Factor in io-
treased  beanching. Ses, far example, Hrisioe L.
Chedw, “Intarest Rabe Dersgulation, Brapshing, and
Compatition in the Sirings and Loan Indugtry,” Fed-
?_"‘;’1 f_l;me Locn Bonk Buprd Sournof 14 (Mowmmober

SE-9ME G - B1 - U

SURVEY OF CURRENT BUSINESS

asset powers include permission for
federally chartered S&L's to do the
following:

—inwvest up to 20 percent of their
assets in consumer loans, com-
mercial paper, and corporate debt
secyrities;

—invest in shares or certificates of
open-end  investment companies
fmutual funds) that ave
with the Securities and Exchange
Commission and that restrict
their portfolios to the same in-
vestment instruments that S&L's
are allowed to hold direstly;

—iovest up to & percent of their
aszata in loans for education and
community development and in
unsecitred construction loans;

-—izgue credit cards and extend
cradit in conmection with credit
cards;

—provide trust and  fduciary
powers under resirictions similar
fo those applicable to natjonal
banks.

For Federally chartered mutnal sav-
ings banks, new powers include per-
mission to do the following:

—invest up to 5 percent of total
asgetz in commercial, corporate,
and business logns within the
home State of the bank or within
75 milez of the bank's home
office;

—aceept demand depogits in con-
pection with commercial, corpo-
rete, and business loan relation-
ships,

In conjunction with NOW accounts,
these new assel powers open up the
possibility of S&L's becomning “family
financial centers” that offer much the
same ranpa of gervices and conven-
ience to households that “‘one-stop”
commercial banking has offered for
years. S&L's will be able to meet a
family's needs for consumer and edu-
cation loans, ¢redit cards, trust sere-
ices, and checking and savings ac.
counts. All of these new asset powers
alsc provide thrifts with a means to
reduce the maturity of their assel
portfolios, an does the authorization to
invest in commercial paper, corporste
deht securities, and mutual funds. Fi-
nally, diversification of its portfolio

25

will enable an S&L to earn a given
level of retarn at lower risk or, con-
versely, to earn a higher level of
income &t a piven risk.

The sxtent to which thrifts will
avall themselves of their new powers
remaing to be seen, however. To take
full advantape of the “bad debt allow-
ance” afforded thrifis by Section 533
of the Internal Revenue Code—an al-
lowance that reduces the mazimum
marginal tax eate for theifts from 46
percent tc 27.6 percent—at least 82
parcent of an S&L's tots! assets (T2
percent for a mutual savings bank)
must be held as "“yualifying assets.”
Bagically, these assetz are mortgages,
Treasury debt, and cash. For most
thrifis, the qualifying component of
aszets far exceeds the statutory mini-
mum, and tax considerations will not
be a congtraint on whether or not to
exercige their new asget powers. New-
ertheless, some thrifis are close to, or
at, the minimum. For these thrifis,
which are presumably among the
more ihnovative and aggressive in
their industry, Section 593 constitutes
a powerful disincentive to further di-
versification. For example, for an
3&L to reduce its qualifying assets
below the minimurmn without reducing
ite aftertay income, the net pretax
yield on nonqualifying assets would
have to be more than 50 percent
higher than on qualifying asseis.'®

Perhaps of greater relevance, State-
chartered thrifts that have had some
of these investment alternatives open
to them have made very little use of
them. Virtually ail of the 17 States in
which mutua! ssvings banks operate,
for instance, allow at [east some types
of consumer lending. Yet consumer
Joans made up only 1.5 percent of
total assets of mutual savings banks
at yearend 1979 (and only 2.5 percent
of total aszets in New England, where
savings banks have traditionally been
granted rather bread consumer lend-
ing powars.}

Several factors contribute to the ap-
parent lack of enthusiasm for con-
sumer lending on the part of
thrifte.'* First, commercial banks

18, UE Congréss, Houss af Representatives, Com-
mithed on Bepkind, Fitanes, and Urbon Affaivs, The
Report of the interagency Task Foree on Theift fnalfiu-
divees, Comroittes Print 96-14, Mith Congraas, 3nd sas-
shom, 1580, p. 111

1% Swe Report of the Intcragancy Task Farce pages
EB-58.
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have a ecompetitive advaniage by
virtue of their long experience in the
Aeld. Second, consumner lending is
quite expengive, with net refurns
lowar than is commouly thought. The
net yield (after operating expenses
and losses} on installment credit loans
held by mediom-sized commercial
banks averaged only (.17 percentage
points more than the net yield on
mortzages during 1974-TB. Morsover,
rates on consiumer loans respord anly
very sluggichly to changes in the gen-
eral level of intereat rates; thus, al-
though these loans are shoriderm
assets, they do not possass the prinei-
pal attrection of other short-term in-
struments.*® On the other hand, the
low levels of consumer lending by
mutual savings banks may reflect
censumer preference. Consumers moay
prefar to borrow from the institutions
thai handle their other financial af-
fairs; restrictions on thrifts that pre-
vented them from offering “fall serv-
ice banking'” may have ancouraged
congumers to ook to other institn-
tions io satisfy their credit aeeds.
Maris estimates that corsumer
loans at S&L’s will rise from aboud 1
percent of asgete in 1979 to about #4%
percent by the end of 1985.%1 Az hae
points ont, increased consumer lend.
ing need not be entirely at the ex-
pense of mortgage lending. Consumer
lending may attract additional depos-
ite and thus generate larger total
agsets, Thus, stthough he expects
mortgage loans to form a smaller per-
centage of {otel assets, the dollar
value of mortgages need not fali.
Thrifts dissuaded from entering the
consurmner loan market Jdirectly—
gither becange of lack of demand or
because of the start-up costs in-
volved-—may decide to participate in
the market indirectly. Such participa-
tion might be arrangsd by purchasing
sonsumer  receivables from  instito-
tions that eriginate and service con-
sumner loans and by purchasing liabil-
ities (commercial paper and debt
igsnes) from thess ingtitutions. Indi-
rect perticipation would allow thrifts
to  diversify their portfolica with

20 The net yields ob cansumer kans and morigages
sulatandiog 4t commarcial banks “have moved up and
down jn aimest complite canders dn misent ek
{Erian Mariz, *“Conaumer Landing by S&1L's The Prog-
pects,” Feders!l Home Loon Book Seard Journol 13
[May 10800 21.]

21. Meria, "Consumer Lending” p. 25,
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liguid assets, while sveiding the high
cost that would be involved in devel-
oping their own origination and serv-
icing depertments. Furthermors, li-
abilities of consumer-lean oviginators
wortld pmbably be zefer, from the
point of view of default risk, than
direct consurner loans.

In the long rue, the authorization
te hold up to one-hifth of their total
asgets pe corporate debt sacurities and
corpmercial paper may be of more sig-
nificance for f{ederally chartered
S&L's than their new consumer lend-
ing powers. It is reasonable ic expect
the behavior of S&1.'s to be similar to
that thown by coinmerciel banks and
mutaal savings banks for many years.
When selecting assets for their portfo-
lios, S&L's will pay close attention to
the yields on morigages, bonds, and
commercial paper. Also, mutnal funds
may enahle even small S&L's to use
their new investment powers without
bhaving to establish their ¢wm bond
and sommercial paper departments.

It is unclear how quickly S&L's will
take advantage of their expanded aup-
thority to invest in commercial paper.
The entrance of S&L's into the bond
markets, however, will probably be
slow wnless bond yields rise dramati-
cally relative to mortgage vields. As
shown by the behavior of diversified
investors, the rield spread between
mortgages and bohds strongly fevered
mordgage investment during 1978-80,
Mutual savings banks’ holdings of
home mortgage rose 31 percent
during this peried, somewhat faster
than their holdings of corporate bonds
{21 percent). Commersial banks' hold-
ings of home mortgages doubled while
their holdings of cerparate bonds de-
clined.?2

The ultimate effect of the prov-
sions of the Depositery Institutions
Act canpot be predicted with any con-
fidence. While some of the reforms
{removal of interest rate ceilings and
anthorization of NOW accounts, for
axample) will probably tend to in-
crease the wolume and stability of
funds flowing to mortgage lenders,

2, A formal anplysiy of S&L's anthorbatkn ta
invest in corporais wiing that seeoci-
ationu Are ynlikaly to make moch immediats wee of
tha authority=—it provided by Patric H. Henderthoit
end Evvin E. Villani, Savings and Loen page of the
Authority o Jnesd in Corpornta Deft, Warkiog Paper
Mo, 725 [Cambridge, Max: National Buresu of Eco-
noraic Ressarch, Juby 19911
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others (such as expanded asset
powers) may cut into funds that
thrifts would otherwise use for mort-
gege originations. S

Two consequences of the act do
gseem clear, however. First, competi-
tion among financial institutions will
becorne imuch more intense. Thrifts
will compete for logns with commer
¢lal banks, mortgage bankers, and fi-
nance companies and will compete for
deposits with cormmercial banks and
money markst mutual funds New
types of institutions—institutions that
cross traditional induetry lines—uwrill
be developed, further iptensifying
coinpetition. Congress is now consid-
ering legislation that would enable
thrifts to compete even more effec-
tively by granting them many of the
powears now enjoyed by commercial
banks. Even if such lepislation is en-
acted, however, some—nperhaps
many—thrifts will find themselves
unable to compete effectively in the
changed environment and will close
their doors or merge with stromger
firms.

Second, the thirfts that do survive
will not change into full-service com-
mereial hanks overnight or move en
masze out of the morigage markets or
suddenly metamorphose inte wmort-
page bankers. Local conditions—maort-
gage and consumer loan demand,
competition from other financial insti-
tutions, deposit flows, managarial
daring, etc.—will, in large part, deter-
mine which path a particular institu-
tion takes. Whichever path is chosen,
however, the institution will find
itzalf in need of new or retrained staff
able $0 operate in anfamiliar markes,
It will also be forced to compete
againgt institutions that have more
experiente and expertise in those
markets. These factors, along with
gimple inertia—which iz an especially

g

. Anmlysen of proposaia sfmilar to fhe provisons of
Depoaitory Insdtutione Act gemerally found that
tt affert on mortgage leading would be minor.
for axample, Ray C. Fair wnd Dwight M. Jalfes,
“The lmplications of the Propogals of the Hunt Gom-
miwion for the Modgags and Hosing Marksts An
Empleteal Study,” end Paol 2 Andirson and Robert
Commmision Toport Petpaian o o Mo ot
AR r ot and
Houning Macksta," both in Peliciat for & More Compet-
itivr  Fiagncial Setes, Conferencn Serles Mo, 8
(Baston: Federal Raservs Bank of Bpaton, Jare 1978)
Addpessing the Depoaltory Institutiona Acr el
mﬂul“t:“m%!?‘th" igip. 1-2b conel udes that the act's
“on participation in mortgnps warkiats

ehould provie ratively mild,” o

FiR
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powerful force for thrift institutions
that have cultivated a particuiar
gense of their role in the local com-
munity—combine to guarantee that
. the pace of change will be moderate.

Becent legislative and regulatory de-
velopmente —During the first half of
198k, the average cost of funds to
S&L's rose above the average return
on their mortgage assets (chart 2). Aa
a result, more than two-thirds of in-
sured 3&L’s incurred losses, totaling
. %1.5 hillion. This was the first loss for
a B-month period in at least 40 years.
By mid-1981, 10 percent of insured
S&L's were on the Foderal Home
Loan Bank Board's “problem list”, as
compurad with enly 3 percent at the
end of 1980, (In general, S&L's on the
problesn list face a significant prob-
ability of requiring Federal interven-
tion %o stave off insolvency.) Several
legiglative and reguiatory gBctions
taken in mid-1981 were addressed to
the plight of the thrifis,

The Feonomic Resovery Tax Act of
1981 authorized depository instito-
tions to offer a small denomination
tax-exempt certificate of deposit—ihe
ANl Savers Certificate—heginming (e-
tober 1981. Yields on the l-year certi-
ficatas are to be set at T0 perceat of
the yield on 1-yesr Treasury bhills, and
756 percent of the funds raised with
the certificates—or 756 percent of net
savings gains—is to be earmarked jor
housing loans. The certificstes will
probably prove popular with individ-
uals in the higher tax brackets and
should have a noticeable effect on the
cost of funds at thrift institutions.
Furthermore, some individuals who,
becauze they are in lower tax brack-
ets, would not benefit from the tax-
exempt status of All Savers Certifl-
cates may find the cerfificates at{rac-
tive nonetheless. The low minimurm
denomination in which the certifi-
cates are being offered by most insti-
tutions, combined with a federally in-
sured wvield more than double the
passbook rate may induce these indi-
viduals to shift funds from passbook
aceounts into All Savers Certificates.
Although thrifts' earnings may bene-
fit from the All Savers Certificate, it
is less likely that they will channel
much of the proceeds from sales of
the certificates into housing. Thrifts
are mure likely to channel the pro-
ceeds Into shortterm  instruinents.
The l-year securities that FNMA hae
decided to offer, which will be count-
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CHART 2
. Average Retorn ow Mortgages and
Average Cos| of Funds, msared
Saving and Laan Assoclstions,
1970-31 _
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ed as mortgage secarities for purposes
of assessing compliance with the pro-
visions of the act, are prime posgibili-
fies.

The act alzo liberaliged the regula.
tions gaverning Individual Eetirement
Aceounts (THA'E) by increasing the
number of people eligible to use THA's
and by raising annual contribution
limits. Thrifts, which heald more than
one-half of all cutstanding IRAS at
yearend 1979, will be major benefici-
aries of the chanre if, 25 is to be ex-

Toble 12.~Moxigage Loxna Held by Savings
and Loan Asspelattons: Percent Distributlen
by Rate, an of Septammber 199¢
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pected, the liberalization leadz to
larger and more stable funds flows.®B<

Twao sigps taken in Avgust 1981 ed-
dress the problem that old, low-yield-
ing mortgeges constitute for thrifts.
This problem in illustrated by the git-
uation in September 1080, About 7B
percent of the mortgages in S&IL port-
folive carried yislds of less than 10.5
percent, although S5&L's were paying
about 10.8 percent on new MMC(C's
{table 12}

First, the Fedaral Home Loan Bank
Board proposed a repulatory change
that would permit thrift instituwtions
that sell low-yield mortgages to
gpread the resulting loss over several
years, contrary to conveniional ac-
counting practice, which reguires that
the entire loss be recorded at the time
it is incurred. FNMA announced that
it would offer to buy uniimited quan-
titiez of old mortgages at market
prices if the accounting change be-
comes effective.

Alse in August, FNMA announced
that it would swap passthrough
certificates for old morigages. A regu-
latory interpretation by the Bank
Board holds that many 5&L's will be
able to make such swaps withont re-
cording the losses on their books even
though the face value of the certifi-
cater would be considerably less than
the outstanding balance on the mort-

Eages.

Alfernative moriyage instruments

High and volatile interest rateq and
sharply higher house prices have
spurved participants in the mortgage
matrket to turn to various technigues
of “ereative financing.” This section
firat discusses several ad hoc devices
that oparate within the context of the
standard fixed-payment morigage
(SFFMD. It then describes the features
of the SFPM that #re responsible for
much of the interest in developing al-
ternatives to the SFPM, and finally it
discuzses four of these alternatives
that have been and are being devel-
opad. Theee slternatives are summa-
rized in tahie 12

24. Bew John A Tuccllln, “Mergagss, Savings, and
Expendet TRA'3," Federal! Home Loan Bemk Pourd
Jourzal 14 (May 1881k 14-18.



82

One of the ad hoc devices that js
used in financing purchases of newly
built houses is the “buy down"” mort-
gage. With a buy-down morigage, a
borrowey typically makes paymenis
during the first few years as if the in-
terest rate were one te thiee percent-
age points lowsr than it actually is.
The difference between scheduled
payments and payments by the bor-
rower iz made up by the builder.
When the buy-down period ends, the
borrower is responsible for all sched-
uled paywments. Borrowers, of course,
hope that their incornes rise puffi-
ciently during the buy-dowm period to
enable them to shoulder the increased
payments, or that interest rateg will
fall and they will be able to refinance
their loans at the end of the buy-down
period. An April 1981 survey of build.
ers by the National Association of
Home Builders found that about one-
half of the muvey respondents “buy
down' morigage interest rates for
their purchasers.

For previously occupied howses,
some form of “creative financing" is
carrently involved in about 75 per-
cent of the sales. The most common
form involves the assumption of the
seller’s ontstanding, low-razie mort-
gage by the purchager. Sellers are fre-
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quently willing to hold second irnsts
ia order to enable the buyer to com-
pleie the purchase. Anothar device
buyers can sometimes use to get
below-market-rate financing is the
“gyaparonnd”’ mortgage, in which the
old low-rate mortgage is assumed as
pert of a new, larger mortgage that
carries an intereat rate roughly equal
{o the weighted avarage of the rate on
the pld mortgage and the market raie
01 new loans,

When mortgage rates have heen
rising, of course, mortyage assump-
tions are not in the besi interest of
holders of mmortgages. Holders, sager
to get old loans off their books and to
replace them with new loans, have
tried to enforce the “due on sele”
clauses that are included in maost out-
standing. conveptional mortgages.
(FHA and VA mortgages do not con-
tain stch clauses) Efforts to enforce
these clauses have {requently wound
up in court. About onethird of the
States crvently restrict the enforee-
ment of tha clauses.

The development of alternatives to
the SFPM repregsents a more basic
and longer term response to tha high
and volatile interest rates that have
prevailed in recent years. Two fea-
tures of the SFPM are responsible for
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much of the interest in developing al-
ternative mortgage instruments.®s
First, the SFPM exposes landers to
considerable risk when interest rates
are volatile. Second, in an inflation-
ary environment, an SFPM resulis in
high real morigage payments during
the sarly years of the morigage, this
presumably decreases the dermand for
mortgages. .
The major interesi raie risk facng
mortgage lenders arises because of
the imbalance in the maturity struc
tures of asgats and liabilities at thrift
jnstitutions 2% Long-term mortgages

25 Bea Donald B, Lassard and Franes Modiglinng,
“nflation mnd the Honsing Market," in Medigliend
wnd Lessard, m.mwmmsm&
Kouging in on [ofletionery Environmend, ConTerence
Secies Ne. 1d (Boston: Federal EResarve Hank of
Boston, January 1975, pp. 14-26.

2. Othr typex of interast Tate ritk~—ones that con-
tront mortgage companivs sz well aa thrift instiby
tons—ars generated by the lag between the e a
commitment & meds and the Hoe the mortgage [
Mologed" sod by the log beiwsen the time a loan ia
closad and the time it s sold 10 the vitmate iovestor,
It the formet case, IF imterast rates rise during the
perind, the lander will incur » caphtad Soas when the
mortgage i wodd (7 uterest rotes fall, om £ other
hand, the barrower probably will oot take down the
commitment} Many lenderst have addvessed thic
saymmwtcy by ghortening the commitment peried, by
charging higher, nonrefurdable, commitment (oes,
and by using Moating rates tied to some markst indi-
cator. Littla usa has been mads of the fnanckal fo-
tures market ta hedge this ik, althoogh this altarns-
tive Las been open to mortgage tompanies dtul eder-
iy chertered thrift inditutong Loy yearg
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constitute a large portion of the assets
of these institutions, while short-term
deposits sre the dominant liability.
When interest rates rise, thrift insti-
tutions frequently must raise the rate

® they pay to their depositors; at the

same time, the interest that the insti-
tutions earn on their portfolioa of the
ontstanding mortgages remsing con-
stant, or rises much slower than de-
posit rates a5 old mortgages are paid
off and new mortgages are added to
the porifolic. Moreover, the risk that
rising eates congtitute for moripage
lenders is not offset by & comparable
opportunity to profit from intervest
rate declines, because borcowers can
frequeatly refinance their mortgages
at relatively little cost when rates
drap. Variable rate mortgage (VEM's}
are degipned to reduce the interest
rate risk that fluctuating rates pose
for lenders.

Price level adjusted morigages
(PLAM's)—and, to a lesser extent,
graduated payment mortgages
(GPM's)—address a different short-
coming of the SFPM, namely the
“tilt" in a mortgage's real payment
strearn that is induced by inflation. If
the mortgese interast rate would be,
say, J percent when the price leve] is
expected t¢ remain constant, it woutd

" be about 13 percent when inflation is

expected to average 10 percent per
year. In cach case, the “real” dje-
counted present values of the two
payment stresms would be identics!
and—if a house buyer's income kept

- up with the general price level—the

aggregate amount of “real” payments
would constitute the same percentege
of aggregate income over the life of
the mortgage. The time-pattern of
real payments would be substantislly
different, however. Consgider a $60,000
moertgage with & Zh-year term to ma-
turity. At a Z-percent contract inter-
est yate {correspending to zerc expect-
ed inflation), monthly payments
would be £287. At a 13-percent inter-
est vate (10 percent expected infla-
tion), monthly payments would be
$£677. During the first year of the con-
tract, when nominal payments and
réal payments are identical, rea) pay-
ments in the inflationary world are
33590 higher each month than in the
noninfiatiopary  world.  inflation
would gradually erode ihe real vaius
of the $677 payment, while the real
value of the 3237 payment would
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I CHART 3
Aeal Valua of Monihly Paymanis
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remain unchanged. These contrasting
patterns are illusirated in chart §,

If the demand for mortgeges (and
houses) depends in part on the time
pattern of rez] outlays, then inflation-
induced higher real payments in the
early years of the mortgage clearly
depress demand.?” The inflation-in-
duced tilt in the real peymenis
stream can be eospecially serious for
young house buyers. Members of this
group typically want a house that will
serve a growing family. Also, they
may reasonably expect real incoms to
rige as they move wp the lifecycle
curve. Such house buyers may, there-
fore, prefer a mortgage losn with a
rising real payment siream rather
than the SFPM’s declining stream.

Variable rate moripage —The distin-
guishing characteristic of VRM’s is

21, Although inflateon ity an SFPM's real pay-
tnants stream, deprissing housing deand, o should
not conelude that the ovwrall effect of inflation k& b
duprezs demand. A number of congiderations suggest
that the net sifect of infletion is to increass demand,
Firat, tax-dedactibilicy of moetEsgs inbirimt payments
militigates the tlt itsalf. Forthermora, with s SFPM
the raal value of equity in & houas can be expectad to
rite mvore rmpidly in an mAzticracy ebvicefmeent than
in an anvirapment of stable prices. Finally, tha tax
treatment of capital gaina from house sales constituies
an fncentive kr 3 lrs to plow capital gaine kask nte
the purchesa of enother hoass, rather than to use the
galns 1 pequive other asyeis
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that the interest rate may be adjusted
during the life of the contract in
order to keep the rate in line with
some reference rate—such a3 an
index of the cost of funds to lenders
or the average rate m new mort
gages. VEM's are taken here in their
reneric sense to include remegotiable
rate mortgeges {RRM's), adjustable
morteage losns (AML'e), and escalator
mortgages. Variants on the general
VEM principle are many and relate
to the number, frequency, size, and
cumulative amount of interest rate
adjustments; borrower options to
axtend the maturity of the loan when
the rate iz increased (to keep monthly
payments unchanged); and azsumabhil-
ity of the loan.

VEM's clearly offer considerable
protection to the lender by shifting
part or all of the risk asscciated with
long-term interesi rate trends to the
bhorrower, (Default risk, on the other
hend, iz probably somewhat higher
for a VRM than for an SFPM.) They
may also smooth the demand for
morigage funds by reducing the inter-
est rate elagticity of demand. Borrow-
ers will have less incantive to post-
pone their borrowing when rates are
high, or to accelerate borrowing when
rates are low, because subsequent ad-
justments will affect outstanding
mortgages as well as new ones. The
reduction in rigk to lendsrs may in-
erease the supply of mortgage funds
by traditional lenders and may induce
traditionaily short-term lenders to
enter the mortgare market. Another
henefit to borrowers is that the initia)
interest rate on s VEM is usually a
little lower than on an SFPM.

These benefits to borrowers must be
weighed againgt the inereased inter.
agt rate risk to which the VEM's
expose them. For thres reasons, bor-
rowers are less well equipped to deal
with thig risk than Jlenders. First,
rathar small asset portfolicy make it
diffieuit for most borrowers to diversi-
fy away risk the way many lending
instituticns—with their large portfp-
lios—do6.2? Second, most borrowers do
not have the expertise that lending
institutions have to gather and ansa-

5. With their pew Investiment powers, S&L% o di-
vargily mars afficiently than ln the past. Praviously,
SEL divarsification was mainly Umited ta divecsifica-
lion within the class of mortgages,
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lyze information on recent and pros-
pective financial developments and
what they portend for interest rates.
Third, lending institutions can hedge
againgt interest rate rigk in the Gnan-
ciel futures market;, the very large
gize of minimum trensactions in this
market preclude all but the wery
wealthiesl mortgage borrowers from
availing themselves of it.

VREM's might alse work to the dis-
advantage of borrowers if the mort-
gages tend to be tied to ghovi-termn in-
terest rates. In this case, rates would
fluctaoate over a wider than
rates on SFPM’=. The “tilt” problem
would thus be more serious when
rates are high.

Borrowsrs, of courge, benefit from
reilings on the size, frequency, and

camulative amount of rate adjose-

ments, It should be noied, however,
that it may not be the ceiling on the
gize of rate adjustments, but tha cur-
rant mortgage commitment rate, that
effectively limits rate zdjustments. If
an adjustment would bring the VRM
rate up cloze ta or above the rate on
new SFPM'z, borrowers might pay off
their Ieans and refinance with
SFPM’s. Reelizing this possibility,
lenders may forego the interest rate
adjustment when the new rate would
be close to the prevailing rate oh new
SFPM's. 20

The refinancing option was un-
doubtedly an important consideraticn
in the Federal Homs Lean Bank
Board's decision (in April 1981) to au-
thorize federally chartered thrift in-
gtitutions to offer VEM's uncon-
strained with regard to nuinber, size,
frequency, or camulative amount of
interest rate adjustments and to ns=e
alinost any index—so long ae it is out-
side the control of the fending institu-
tion and is readily verifiable by the
borrower—as a refersnce rate. Previ-
ously, the Board had placed restric-
tions on all these elaments.

Competition among lenders may
result in sorne limite being placed on
rate adjustments—at least initially,
until borrowers become accustomed to
VRM's—as will, perhaps, lendars’ con-
cern about default, On the other

2. Ses Wiliiam © Melton and Diane L. Hebde
“Varishle Rate Mortgeges,” Federal Hesenw Bank of
News Yorh Quarcerly Besicee 4 (Summer 1795 2.
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hand, such limits would make YEM's
legs attractive to secondary market
purchasears,

VEBM’s may have zpecisl appeal to
borrowers with a short
tenure. Because VRM's typically
carry gn interest rete marginally
Jower then SFPAs, and because the
borrower expects to move before the
VEM rate will be raised {or before it
will be raised very much), the herrow-
er iz indifferent to the interest rate
risk of VEM's that would be of con-
cern to horrowers with long expected
tanure.

YEM's have not been atizactive to
secondary market purchasers. The
great variety of terme and conditions
that have characterized VREM's have
made it difficult for purchagers to
evaluate the investment potential of &
particular VRM. The same factor
militetez agsinst the pooling of
VEM's. If this heterogeneity were
gvercome, VRM's conld presurnably
he offered successfully in secondary
markets. Pelicies adopted in mid-1981
by FNMA and FHLMC to govern
their purchases of VRM's may go far
toward establishing standard types of
VYEM's and enhancing their secondary
market appeai. In fact, a few public
offerings of VRM-passthrough securi-
ties were made successfully even
before those policies were adopted.

VEM's have guained ronsiderahle
popularity in some arese, and many
observers think that they will be the
deminant mortgage instrument before
long. State-chartered thrift institn-
tions in California and New England
began sizabie amounts of VREM lend-
ing in 1975, (FPederally chartered insti-
tutions were not authorized to extend
VRM's at that time.) VEM's account-
e for more than two-thirds of all new
morigage loans written by large
State-chaviered S&Ls in California
during 1975 and 1274, This proportion
has fallen rsther stasdily since that
time, gpoing 23 low as one-fifth in 1980.
Several factors explain the decline
First, high and rising mortgage rates
gsince since 1976 led some lenders to
expect a reversal. In an attempt to
‘lock-in’" prevailing rates, thesa lend-
ers preferred to offer SFPM's with
substantial prepayment penalties.
Second, in January 1970, federally
chartered B&L's in California were
authorized to extend VEM’'s; this de-
prived the State-chartered instito-
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tions of the competitive advantage
they had previously enjoyed. (VRM
authority was extended to the reat of
the Nation’s federally chartered
thrifts & months later.) By mid-1981,
twofifths of all thrift institutions
ware offering VEM's and it was ex-
that the shere would rise to
two-thirds by the beginning of 1982,

Graduated payment morigages.—
GPM's tailoxy the pattern of mortgage
payments to the borrower’s expecied
income pattern by providing for mort-
gage payments that rise gradually for
a period of years; during sach year,
monthiy payments are fixed, but,
from one year to the next, payments
increage. After the period of gradua-
tion ends, payments are level until
the meortrage is paid off. (For two
mortgages of equal gize, matnrity, and
interest rate, GFM peyments must
level off above SFPM payments so
that the discounted present values of
the twe payments sireame wiil be
identical.}

GPM's can be explaired in terms of
the 1.5, Department of Housing and
Urban Development’s Experimental
Finance Frogram, the vehicle used to
introduce the FHA-insured GPM.2°
Borrowers wishing a GPM under this

program choose one of five plans.
Table 14 hsts these plans and alsa
showe that Plan III—which provides
for the lowest firgt-vear payments and
the Fagtest rate of increase—is by far
the most popular.

For an SFPM, payments during the

'early yaors of the mordgage go over-

wheimingly to the payment of inter-
est. With the low initia! payments of
a GPM, nona of the early payments
goes bo prindpal repayment; in fact,
payments are insufficient even to
cover interest due. Tha shortfall be-
tween interest due and interest -
paid—negative amortization—is
added to principal cutstanding.
MNegative amortization was responai-
ble for three shetacles to the develop-
ment and acceptance of GPM's. First,
at the time the GPM program was
initiated, more than 30 States had
ugury laws that prohibited the collec-

#. The Housing amd Commonjty Developnent Ack
of 1974 authorizss the Federal Housing Adminiabes-
ton to ineers GPM's. Subsequent legidatinn ltharal.
ixed peveral leetures of FIiA-imured GPM 3 and allm-
ulated their usa, The Hwming and Community Devel.
opeaant Aot of 1077 made the program parmansnt,
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ticn of interest on interest. This cb-
gtacle was dealt with in the Housing
snd Community Development Act of
1577, which provided for a limited
preemption of these State laws for
FHA's GFM's.

Becond, the original legislation pro-
vided that at no time could the princi-
pal of a GPM exceed the maximum
insurahle loan amount that could
have heen authorized for an SFPM at
the time of origination. To prevent
negative amortizgation from driving
principal above this amount. GPM
bhorrowers had {0 make substantially
larger downpayments than did SFPM
barrowerz. The 1977 act lowersd this
obatacle by repiacing the 1974 provi-
sion with one that permitted principal
to rigse to 97 percent of the original
appraised value of the house being

The Honsing and Commu-
nity Development Amendmenis of
1979 further relaxed thiz constraint
by dpplying the T-percent figure to
the orajected wvalue of the house,
which, for this purpose, is assumed {o
rise 2% percent per year.

Third, negative anmortization ore-
ates tax problems for lenders who use
the accrnal methoed of sccounting.
FHA-insured GFM's are fixed-rate
loans, A lender's accrued income is,
thus, the interast income that would
be generated by a comparable SFPM.
Because the lender's cash income is
less than this, the lender is liable for
taxes on income that has not been ro-
caived 31

31 Althewgh not an impedirment to the spread of
GPM's, the tax trkatowat of 8 GPM borrewer might
ba neted heape. For & hoveooeer who vpas—pn mogt indi-
viduals do—the tash method of secvunting, the entire
amount of CPM payments iz dedeetible a3 jotaredt

Degpite these problems, FHA's
GPM program has grown rapidly; in
19580, FHA insured $4.8 billion of
GPM's, compared with $2.5 billion of
SFPM'’s {under Section 2030, Almost
one-fourth of these GPM’s were in
California, a fact that complicates the
comparienty of national data on
GPM's end SFPM's. (California is the
only State where FHA-nsured GPM
activity exceeded FHA-insured SFPM
activity in 1980.) It is clear, however,
that GPM borrowers are generally
vounger than SFPM borrowers and
have smaller incomes, but they take
out larger mortgages and buy more
expensiva hemes than SFPM borrow-
arg {table 15). Moreover, 8 GPM bor-
rower is more likely to purchase a
newly built house than is an SFPM
borrower; nationwide, 20 percent of
GPM leans were made for the pur-
chase of new houses, compared with
only 12 percent of SFPM loans. {For
California, the comparable figures are
26 percent and 21 percent, respective-
Iy.)

FHA’s GPM program has stimulat-.
od the development of conventional
GPM lending. Although ne reliabie
data are available on the amount of
conventional GPFM lending, many ob-
gervers seem to think that if is sub-

payments until such time a8 the sutsanding princisal
folls below the original loan amount. For 2 GPM.TO
borrowar with a §30KH mortgags, this sorors some-
time En the eighth yemr of the morgage. For the Prse
4 years of the GFPM, inlgrest deductions are smaller
than for an SFPM with thae same loas apount end ne
terust rate. in years 5 through 8, deductons under the
GPM ave Incgar, [F tha income af the GPM barrowsr ia
riFing over tme—the presumption behind GEM's in
the Grat plee—~than the borcows: 15 moving inte
nigher tax brackets and tha vaiue of 5 dollar’s warth
af dedugticns in Increasing,
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stantial and that a variation on the
FILA theme has created the potential
for even more rapid growth. The vari-
ation concerns the tax problems that
negative amortization creatss for
lenders. QOriginatars of conventional
GPM's can finesse this problem
rather simply by requiring that the
borrowere place part of the loan pro-
ceads in a pledged, interest-earning
account at the lending institution.
During the early years of the mort-
gage, funds are withdrawn from this
account and used {o prevent negative
amortization. Lenders, therefore, re-
ceive a constant stream of payments
and no wedge is driven between ac-
crued and cash incomes. In addition,
the device of the pledged account si-
destepa State laws that prohibit the
collection of interest on interest. (The
Housing and Community Develop-
ment Act of 1977 had preemptled
State laws in this regard omly for
FHA-ingured loans.)

GPM’s face no special problems on
secondary markets and have been
purchosed by FNMA since shortly
after they were introduced. Further-
more, the default rate on GPM's does
not appear to differ much from the
default rate on SFPM’s, despite the

Tzhle 15.—Selected {Characteristics of FHA-
Geradusled Payowent Morigages and Stand-
ard Fixed.Payment Mortpages, 1930
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obvious potential for GPM paymenis
to rize faster than borrowers' in-

CoOmes.

Shored appreciciion mortgngae —Ag
is sugpested by their name, the distin-
guishing feature of shared apprecia-
tion mortgages (SAM's}—is that the
lenider shares in the appreciation of
the property securing the mortgapge,
SAM's differ from SFPM’s in three
important respects, First, the interest
rate on a SAM is lower—typically
much lowear—than on an SFPM
Second, in return for this lowsr inter-
est rate, the lender obtaing a share in
any increase in the value of the prop-
erty securing the mortgage. The lend-
er’s ghare is termed "contingent inter-
est.” Third, although monthly pay-
ments on a SAM are calculated on
the hasis of a long atnortization
period, the loan itself becomes due
and payable in no more than 16
Years,

The lower interest rate on a SAM
can result in substantially lower
monthly mortgage payments and can,
therefore, substantially increace the
number of households that qualify for
a mortgage. Potential borrowers, how-
ever, will be concerned sbout the un-
known but possibly quite large
amount of contingent intersst that
will have to be paid in no more than
11 years. Consider a $50,000 SAM, in
which the lender's share is cne-third,
used to purchase a $62,000 house that
subsaquently sppreciates 10 percent
per vear. At the end of 16 years, the
house will have appreciated $39,600,
&0 that the borrower will have to pay
the lender a lump sum of $33,200 plus
the unpaid principal of the mortgapgs.
Refinancing thie amount probably
would not be a major problem for a
borrower whose income had kept pace
with inflation.

SAM's may appeal to first-time
housebuyers, First-time buvers may
not be able to make large enough
downpayments on an SFPM to get
mortgage payments they can afford.
The reduced monthly payments nnder
a SAM, therefore, could be imporiant
tg them. SAM's may alse appeal to el-
derly people for whom the investment
aspact of housing iz relatively unim-
portant.

From the lender’s viewpoint, the
contingent interest feature of SAM's
provides a hedge against inflation, &t
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least to the extent that house prices
mirror the general level of prices in
the economy. Also, the 10-year matu-
rity of SAM's would shorten the aver-
age maturity of a lemnder’s portfolio,
reducing interest rate rizk somewhat.
Puring its term, however, a SAM has
poor cash flow compared with an
SFPM. While SAM’s would probably
be attractive to borrowers during pe-
rieds of high interest rakes, it is pre-
cigely during such periods that SAM’s
would be least attractive to thrift in-

stitutions because income From
SAM's—given their low interest
rates—would not be sufficient to

allow thrifts to pay competitive rates
on depogits. Investors with longer
term liabilities, on the other hand.
may find SAM’s an attractive outlet
for funds.

There are several problems to the
spread of SAM’s, First, buyers in sec-
ondary markets need some assurance
that the originators have not aystem-
atically overestimated the probable

appreciation of the property backing

the SAM. Perhaps requiring the origi-
nator o retain a significent share of
BAM's placed in pools would help m
this Becond, it will probebiy
be diffieult for & lender to determine
differential rates of probabie appre-
viation for properties in  different
neighborhoods, yet such a determina-
tion is crucial if the expected rate of
rebum on various SAM's are to be
aqual. Further, even if this determi.
nation is made and Jdifferent interest
rates are applied to different SAM's,
& lepder may be vulnevable to 2
charge (valid or not} of unlawful dis-
¢rimination.

Bearve: Flency J. Casaldy, “Price-Lavel Adjoyted fovtpages Voons Ctber Morpspd Instrurents,” Fodene! Home Logn Bank

A fins) problem with SAM's is re
lated to improvements made in the
property by the owner. The cost of
capital improvements would probably
be subtracted from gross appreciation
in order to determine contingent in-
teresi. Many improvements, however,
add less to the value of a house than
they cost. Improvements, therefore,
malke lenders’ returns on SAM's more
unesrtain. 3%

Priee lewel adjugted morigoges.—
The final alternative mortgage instri-
ment io be discussed—the price level
adiusted mortgage (PLAM)—is =till in
the discussion stage. Itz distinctive
faature iz that payments are constant

_in real terms. This result follpws from

two slements of the mortgage con-
tract. First, the contract interest rate
= set at the rate that would prevail if
no inflation were expected and iz held
constant for the life of the mortgage.
This element, by itself, results in low
monthly payments, Second, the real
value of the outstanding morigage
balance is maintained by raising the
aominal value of the mortgage bal-
ance by a facior equal to the rate of
inflation. This element insulates lend-
ers from inflation.

Table 14 contrasts the monthly pay-
ments under a PLAM with the pay-
ments nnder a SFFM of equal amount
and maturity. While the SFPM ep-
tails monthly payments that are con-
stant in nominal terms, the PLAM's
ara constant in real terms. The

feomiinuead ou p. 524

32, Jomph A, Mcilensie, "Shared Appreciation
Mortgegeq,” Feferel Foote Loon Bedk Board Jowmal
13 (Movember 10800 15-14, Much of this discusssen of
BAM in based oo MeHongies arthcle



